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To protect the purchasing power of retirement inccse,
the annuities of Federal employees under the varicus retirement
systems are automatically aajusted each March 1 and Septeaber 1
tor the increase in the consumer price index during the
preceding é-month period ending December 31 and June 30,
respectively. Since, by law, cost-of-living adjustaents are
applicable t> all anauities payable on the effective date ¢f the
increase, retiring Federal employees benefit from cost-of-living
increases which occurred while they were still emplcyed. They
can receive a higher starting annuity which reflects the
precediug annuity cost-oif-living adjustment and, depending on
the timing of their retireasent, may Lz eligikle for an
additinnal adjustaent immediately. Such increases escalate the
already high custs of federal retirement ty inflatimng the kasic
annuity upon which succeeding adjustments are arplied and can
encourage valuuble, experienced empl~yées to Ie€tire
Findiacgs/Conclusions: The e€xisting process CVe€lCORE«DSAlEsS
retiring emaployees by providing apnuity increases based on
ckanges in the consumer price index which cccurred Lkefore their
cetirement. Eliminating the added enxrichment ¢f compensating
retiring Federal employees and new Feaeral retirees tor living
cast increases wiich cccur while they are still in an active
status would still fully protect the purchasing pcwer cf
retirement annuicies. Federal anauity cost-of-Z.ving adjustment
processes, which fully protect the puichasing pcwer cf
retirement income as living coste rice, would still be more
liberal than those ot esseatially all nou-Federal fpernsicn
systems. Few non-Federal plans have avtomatic adjustseat
provisions and those which do generaily limit the amcunt of
increase that can be granted in any 1 jear. A more rational
method of computing adjustments of new retirees would be to
prorate their adjustaents to reflect only the cost-cf-living



increases that occur after they retire. Proration of the annuity
adjustments of new retirees would be much less costly than the
existing process; over $800 million ‘pn annuity payaents could be
saved over the reasaining litespans of civili service esfployees
retiring in 1978. Recoummendations: Congress should enact
legislation making the cost-of-living adjustment fprccesses ot
+he Civil Service, uniformed cervices, foreign service, Central
Intelligqence Agency, and Federal Reserve Board retiir<€acent
systeas mcve rational and less costly by: (1) repealing the
provisions of existing law which permit retiring eagplcyees and
nev retirees to receive higher starting dnnuities Lkecause cf
changes in ta€ consumer price index before their rctiremeat; and
(2) providing that new retirees' cost-of-living adjustpents be
prorated to reflect orly ccnsumer price index increases atter
their retirement. (Aathor/SH)
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REPORT TO THE CONGRESS

BY THE COMPTROLLER GENERAL
OF THE UNITED STATES

Cost-Of-Living Adjustments For

New Federal Retirees:
More Rational And Less Costly
Processes Are Needed

Cost-of-living adjustments are intended to
protect the purchasing nower of Federal an-
nuities, but existing law permits retiring
employees and new retirees to benefit from
cost-of-living increases which occur while
they are still employed.

The law should be changed to provide that
new retirees’ adjustments be prorated to in
clude only the costctfliving increases that
occur after retirement.

This change woula be mare rational aid save
over $800 million in annuity payments over
the remaining hfespans of civil service em-
ployees ret.aring in 1978 alone.
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COMPTROLLER GENKRAL OF THE UNITED STATES
WASHINGTON, D.C. NS48

B-130150

To the President of the Senate and the
Speaker of the House of Representatives

This report discusses the need to repeal those provi-
sions of various laws that permit retiring Federal employees
and new Federal retirees to benefit from cost-of-living in-
creases which occur before they retire.

As you know, we have long been concerned about the in-
equities, illogical and inconsistent benefits, and the af-
fordability of Federal staff retirement systems. The adjust-
ment process for new retirees it one of several extremely
costly and generous special features which raise serious
gquestions about the continued viability of those systems. It
inflates the basic annuity upon which succeeding adjustments
are applied and escalates the costs of retirement. We are
recommending that the Congress amend the law to prorate the
annuity cost-of-living adjustments of new Federal retirees
to reflect only living cost increases after their date of
retirement, since it would be more rational and substantially
less costly.

We made our review pursuant to the Budget and Accounting
Act, 1921 (31 U.S5.C. 53), and the Accounting and Auditing

Act of 1950 (31 U.S.C. 67). A
At A / «’{/5"

Comptroller General
of the United States
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(OST-OF-LIVING ADJUSTMENTS FOR NEW FEDERAL RETIREES:

MORE RATIOWAL AND LESS COSTLY PROCESSES ARE NEEDED

A pension system operates on the premise that those who
have worked are entitled scmeday to stop working and to re-
ceive a retirement income as a right earned through their
past service. Inflation shrinks the purchasing power of all
Americans, especially pensioners, annuitants, and others on
fixed incomes.

To protect the purchasing power of retirement income,
the annuities of those under the civil service, uniformed
services, foresign servine, Central Intelligence Agency, and
Federal Reserve Board retirement systems are automatically
adjusted each March 1 and September 1 for the increase in
the Consumer Price Index (CPI) during the preceding 6~month
period ending December 31 and June 30, respectively.

Since, by law, cost-of-1living ad:ustments are appli-
cable to all anruities payable on the effective date of the
increase, retiring Federal employees benefit from cost-of-
living increases which occurred while they were still em-
Floyed. They can receive a higher starting annuity which
reflects the preceding annuity cost-of-living adjustment
and, depending on the timing or their retirement, may be
eligible for an additional adjustment immediately. Such in-
creases escalate the z2lready high costs of Federal retire-
ment by inflating the basic annuity upon which succeedirg
adjustments are applied and can encourage valuable, exper-
ienced employees to retire.

This report updates our comments to the Congress, var-
ious congressional committees, and individual Congressmen
on the Government's annuity adjustment policy for new re-
tirees. In this report, we are reiterating our concerns
about the inf.ated starting benefits and the cost implica-~
tions which will continue to result if the existing policy
is not changed. The following comments are generally limited
to the civil service system. since it is the largest system
and often leads the other systems to change. Most of our
observations, however, also pertain to other Federal retire-
ment systems.

ADJUSTMENT PROCESS INFLATES
PURCHASING POWER OF NEW RETIREES' ANNUITIES

The legislative -urpose of the cost-of-living adjustment
process is clearly to protect the purchasing power of the
annuity at retirement. Thus, retiring employees should not



benefit from a process designed for those already in a re-
tired status. But the law permits new Fedaral retirees to
receive annuity increases based on CPI changes that occurred
while they were still employed. We believe it is inappro-
priate and inequitable f:r individuals drawing full salary
when the CPI increases occur to reap the additional benefits
of those increases in their annuities. Federal pay rates
are adjusted periodically to maintain pay comparability with
the private sector, To the extent that cost-of-living
chanyes influence private sector pay levels, they are re-
flected in the Federal pay rates upon which retirement an-
nuities are based.

The amount of a civil service retirement L nuity is
determined by an employee's averaye annual salary during
his/her 3 consecutive highest paid years and his/her vyears
ari months of service, including unused sick leave. The
earned annuity is a direct function of the average salary
and lengtli of service and usually increases proportionately
to these two factors.

But an anomaly was introduced into the retirement sys-
tem along with the periosdic CPi-related adjustment provision
in 1965. That law--Public Law 89-205--removed the require-
ment of prior law thac, %to be eligible for a cost-of-livirng
adjustment, retirees had to be on the retirement rolls for
more than a year prior to the effective date of the adjust-
ment. When the automatic adjustment process became law in
19562, it calleda for an annual annuity adjustment if the CPI
rose by at ieast 3 percent during the precefing year. The
process was changed in 1965 to gear adjustments to monthly
changes in the CPl because the annual process had not pro-
duced ar adjustment. The legislative history of the 1965
law is not clea: regarding the rationale for removing the
l-year w.iting period for annuity adjustment eligibility,
but it appears that the change was made so that all annuj-
tants would receive the December 1965 legislated annuity
adjustment--the first adjustment in almost 3 years.

The 1965 law provides that cost-of-living adjustments
are applicable to all annuities payable on the effective
date of the increase. Until 1973 that provision permitted
an employee who retired on that date to receive a higher
starting annuity than an employee who retired the following
day. For the most part a decision to remain on the job
resulted ir lower future annuity payments and, consequently,
large numbers of employees, particularly those whose pay ratesg
were frozen, retired immediately before scheduled annuity in-
Creases,



To correct this anomaly, the law was changed in 1573~
Pupblic Law 93-136--to guarantee that retiring employees would
receive a basic annuity at least equal to the annuity they
ceuld have earned if they had retired as of the effective
date of the last cost-of-living adjustment. Retiring employ-
ees rec2jive the higher of (1) an annuity based on their aver-
age salary and length of service at retirement or (2) an an-
nuity based on heir salary and service at the time of the
preceding annu.cy cost-of-living adjustment, plus that adjust-
ment which they would have received if they had retired at
that time. Although the 1973 amendment has reduced the numbar
of retirements occuiring before a scheduled annuity increase,
it azllows employees who retire immediately before a cost-of-
living increase to receive tnat increase and to have the pre-
ceding cost-of-living increase ronsidered in their basic an-
nuity calculation.

The existing process overcompensates retiring employees
by providing annuity increases based on changes in the CPI
which occurred before their retirement For example, employ-
ees who retired August 31, 1977, had considered in their basic
annuity calculation the March 1, 1977, 4.8-percent increase
which Cepresented the percentage rise in the CPI from Decem-
ber 1975 through Deceither 1976, The resulting starting an-
nuity frequently would have been greater than an annuity based
solely on salary and service. Additionally, the new retiree
would have received the full 4.3-percent annuity increase or
September 1, 1977, which was based cn the percentage change
in the CPI for the 6-month period ended June 30, 1977.

Eliminating the added enrichment of compensating retir-
ing Federal employees and new Federal retirees for living cost
increases which occur while they are still in an active status
would still fully protect the purchasing power of retiremeni
annuities. Federal annuity cost-of-livint adjustment processes,
which fully protect the purchasing power of retirement income
as living costs rise, would still be mnore Liberal thar those
of essentiajly all non-Federal pension systens. Few non-
Federal plans have autoratic adjustment provisions and those
which do generally limit the amount of increase that can b
granted in any 1 year. A 1974 survey by the Conference Board--
an independent, nonprofit business research corporation--
ravealed that only 4 percent of the benefit programs of
1,800 major private employers had pension plans which were
automatically adjusted for increases in the cost of living.
Further, a recent congressional task force survey disclosed
that less than 5 percent of the 371 larges:t State and local
government pension Dlans had unlimited automatic adjustments
for cost-of-living .ncreases.



ELIMINATING THE OVERCOMPENSATION ASSOCIATED
WITH THE EXISTING POLICY WOULD RESULT IN
CONSIDERABLE COST SAVINGS

Despite the fact that cost-of-living adjustments are
desigred to protect the purchasing power of those already in
a retired status, existing law also permits new Federal re-
tirees who were not retired when the living cost 1increases
occurred to benefit equally from those 2djustments. A more
rational methoa of computing adjusStmente of new retirees
would be to prorate their adjustments to reflect only the
cost-of-living increases that occur after they retire.

Proration of the annuity adjustments of new retir:zes
woula be mucl less costly than the existing process. For
the 92,000 civil service employees expected to retire in
1978, we estimate that the retirement fund would save over
$800 million in annuity payments over their expected remain-
ing lifespans. (See app. I.) This savings estimate is
conservative since annuity payments to survivors of former
civil service employees and retirees were not considered in
the calculation,

To illustrate how prorating the adjustments would be
less costly than the existing process, assume that a civil
service empioyee retires February 28, 1978, is entitled to
a $1,000 basic monthly benefit based on length of service
and avorage salary, and the CPI rises by 3 percent each 6~
month period ending June 30 and vYecember 31. Under existing
law, the retiring employee's basic monthly benefit would be
increased tu $1,030 the next day, March 1, 1978, to reflect
the CPI increase occurring the 6é-mont'. period ending December
1977 when the employee is still working. Effective September 1,
1978, the retiree's monthly benefit would be increased to
$1,061 to reflect the CPI increase during the 6-month period
ending June 30, 1978, including the months of January and
rebruary when the employee is still working and drawing
full salary. Under a policy of prorating adjustments to
reflect only CPI increases a ‘er reti: :ment, the same re-
tiree would not be eligibl - the March 1, 1978, adjust-
ment since it would repres: the percentage rise in the CPI
during the last 6 months 2. .J977, when the individual is
still working. 1Instead, the new retiree would continue to
receive the basic $1,000 monthly bhenefit from March 1978
through August 1978. Effective September 1, 1978, the
monthly benefit would be increased by 2 percent %to $1,020
to reflect the 4 months-~-#arcn 1978 through June 1978--the
individual would actually be retired.



whlle we 3io not develop estimates of cost savings
whici coula also pe realizeu under the other rederal retire-
ment systets if tne annuity cost-of-living adjustments of
new retirees wer2 prorated, the savings woulc be consider-
aple. For example, over 50,000 military personnel retired
in tiscal years 1975 and 1976, anc those trernds are expected
to continue.

rederal employees should always earn a higher basic
annu’ v by continuing to work rather than by retiring early.
we pelieve tnat the annuity aojustment policy should be
chiangea to reguirce prorating new retirees' annuity adjust-
ments to reflect only (21 increases after the effective date
of retirement. A similar policy exists for tne Federal Em-
ployzos Zompensation Act program--to be eligible for a cost-
of-living adjustment a recipient's disahility must nave occurred
more than 1 year before the eifective date of the adjustment.
Such a policy would insure higher basic annuities for con-
tinued Federal service ana should encourage valuable employees
who are considering retirement to remain.

Adaditionally, prorating new retirees' annuity adjust-
ments would eliminate the need for the annuity gquarantee
provision of the 1973 amendment. In chat regard, the al-
ternate annuity calculations reguirea by law are difficult
ana time consuming for the administering agency. The Civil
Service Commission said that those required calculations have
increased the administrative costs of the civil service re-
tirement system which, like \he benefits, are financed by
employee and Government contributions.

Re{OMMENCATIONS TO THE CONGRESS

The Congress should enact legislation making the cost-
of-living adjustment processes of the civil service, uni-
formed services, foreign service, Central Intelligence
Agency, and rederal Reserve Board retirement systems more
rational anc less costiy by (1) repealing the provisions
of existing law which permit retiring emplcyees and new re-
tirees to receive higher starting annuities because cf
changes in the CPI before theitr retirement and (2) providing
that new retirees' cost-of-living adjustments pe prorated to
reflect only CPI increases after their retirement.



APPENDIX 1 AFPENDIX I

COMPARISON OF RETIREMENT PAYMENTS UNDER THF

PRESENT METHOD AND THE_PRORATION METHOD OVEP

THE REMAINING LIFESPANS OF CIVI1i SERVICE_EMPLOYEES

EXPECTED TC RE"IRE IN 1978 (rote a)

Potential

Averarn Total annuity payments Cavinas
Year Population A Present method Proration method (note b)
——— == 00D omitted p————m
1978
(note ) 92,000 37 S 429,364 5 418,786 S 11,078
1974 Yo ,i68 S 8:2,501 795,112 27,389
i980 657,996 59 851,801 322,669 39,112
1931 o, ive 60 880,267 850,162 10,105
1982 /3,430 61 307,595 876,555 i1,n40
1983 al,0%9 62 933,800 901,844 31,916
1984 78,.46 63 959,518 926,702 12,814
1985 15,875 64 982,410 348,811 131,599
1986 73,068 65 1,003,078 968,773 34, 104
1947 70,145 66 1,021,03] YRE, 112 14,919
1988 07,059 67 1,014,653 499, k8 15, 185
1989 63,840 68 1,044,103 . +008, 395 35,708
1990 60,520 69 1,049,175 1,013,293 35, 8R
1991 57,070 7 1,048,718 1,012,852 3,066
1992 53,532 i 1,042,750 1,007,088 15,662
1993 49,892 72 1,030,170 994,913 315,212
1994 46,200 73 1,011,179 976,597 3+,5R2
1995 42,504 74 986,091 952,169 1,724
1996 38,896 75 354,317 921,679 1,638
1697 315,158 76 916,464 HnH, 121 1,343
1998 31,607 77 873,133 R43,465 <5 ,9A8
1993 28,099 78 822,992 794,346 28,146
2000 24.727 79 767,674 741,420 in,254
2001 21,463 80 706,326 682,170 24,154
2002 18,372 81 640,870 618,952 21,914
2003 15,451 82 371,116 531,777 19,539
2004 12,763 83 500,213 483,125 17 108
2605 10,1313 34 428,464 413,811 14,6512
2006 8,137 45 358,345 346,090 12,255
2007 6,217 86 2¢ 7,215 280,291 9. 25
26008 4,563 [ 2. .,7486 213,064 7,722
2009 i, 180 88 166,754 161,090 5,704
2010 ¢, 077 89 115,477 111,528 3,949
2011 1,254 90 731,903 71,376 2,527
2012 683 91 42 ,R€7 41,208 1,459
2013 120 92 21,190 20,465 725
2014 117 93 8,2}2 7,931 281
2015 3] 44 2,306 2,227 79
2016 s o5 s o302 ol
Total 525,525,426 $24,656,806 SHEH,620

a/Using a 3700 anti-ipated av e starting reonthly annuity based on averaae
salary and lenath of Service & -parcent annual rate of (nflation and mor-
tality factors for those .. gqrogpe.

b/Based on adjusting the $700 avercqe monthly starting annuit of 1978 re-
tirees only for cost-of-living increases that occur after they retire.

c/1978 amounts hased on on average of only about 6-1°2 mont.s in retirea
status.

(963065)





